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shall also be treated as an employee of
such domestic corporation, with re-
spect to the plan having the provision
described in paragraph (b)(1)(ii) of this
section, for purposes of applying sec-
tion 72(d) (relating to employees’ annu-
ities), section 72(f) (relating to special
rules for computing employees’ con-
tributions), section 101(b) (relating to
employees’ death benefits), section 2039
(relating to annuities), and section 2517
(relating to certain annuities under
qualified plans) and the regulations
thereunder.

(g) Nonexempt trust. If the plan of the
domestic corporation is a qualified
plan described under section 401(a), the
fact that a trust which forms a part of
such plan is not exempt from tax under
section 501(a) shall not affect the treat-
ment of an employee of a foreign sub-
sidiary as an employee of a domestic
corporation under section 406(a) and
paragraph (a)(1) of this section.

(Sec. 411 Internal Revenue Code of 1954 (88
Stat. 901; 26 U.S.C. 411))

[T.D. 7501, 42 FR 42321, Aug. 23, 1978]

§1.407-1 Treatment of certain employ-
ees of domestic subsidiaries en-
gaged in business outside the
United States as employees of the
domestic parent corporation.

(a) Scope—(1) General rule. For pur-
poses of applying the rules in part 1 of
subchapter D of chapter 1 of subtitle A
of the Code and the regulations there-
under with respect to a pension, profit-
sharing, or stock bonus plan described
in section 401(a), an annuity plan de-
scribed in section 403(a), or a bond pur-
chase plan described in section 405(a),
of a domestic parent corporation (as
defined in paragraph (b)(3)(ii) of this
section), an individual who is a citizen
of the United States and who is an em-
ployee of a domestic subsidiary (as de-
fined in paragraph (b)(3)(i) of this sec-
tion) of such domestic parent corpora-
tion shall be treated as an employee of
such domestic parent corporation if the
requirements of paragraph (b) of this
section are satisfied.

(2) Cross-references. For rules relating
to nondiscrimination requirements and
the determination of compensation, see
paragraph (c) of this section. For rules
under which termination of the status
of an individual as an employee of the
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domestic parent corporation in certain
instances will not be considered as sep-
aration from service for certain pur-
poses, see paragraph (d) of this section.
For rules regarding deductibility of
contributions, see paragraph (e) of this
section. For rules regarding treatment
of such individual as an employee of
the domestic parent corporation under
related provisions, see paragraph (f) of
this section.

(b) Application of this section—(1) Re-
quirements. This section shall apply and
the employee of the domestic sub-
sidiary shall be treated as an employee
of the domestic parent corporation for
the purposes set forth in paragraph
(a)(1) of this section only if each of the
following requirements is satisfied:

(i) The plan, referred to in paragraph
(a)(1) of this section, must expressly
provide for contributions of benefits for
individuals who are citizens of the
United States and who are employees
of one or more of the domestic subsidi-
aries of the domestic parent corpora-
tion. The plan must apply to every do-
mestic subsidiary.

(ii) Contributions under a funded
plan of deferred compensation (whether
or not a plan described in section
401(a), 403(a), or 405(a)) must not be pro-
vided by any other person with respect
to the remuneration paid to such indi-
vidual by the domestic subsidiary.

(2) Supplementary rules. Subparagraph
(1)) of this paragraph does not modify
the requirements for qualification of a
plan described in section 401(a), 403(a),
or 405(a) and the regulations there-
under. It is not necessary that the plan
provide benefits or contributions for all
United States citizens who are employ-
ees of such domestic subsidiaries. It
the plan is amended to cover individ-
uals who are employees by reason of
paragraph (a)(1) of this section, the
plan will not qualify unless it meets
the coverage requirements of section
410(b)(1) (section 401(a)(3), as in effect
on September 1, 1974, for plan years to
which section 410 does not apply; see
§1.410 (a)-2 for the effective dates of
section 401) and the nondiscrimination
requirements of section 410(a)(4). The
administrative rules contained in
§1.401 (a)-3(e) (relating to the deter-
mination of the contributions or bene-
fits provided by the employer under the
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Social Security Act) will also apply for
purposes of determining whether the
plan meets the requirements of section
401. For purposes of subparagraph (1)(ii)
of this paragraph, contributions will
not be considered as provided under a
funded plan merely because the domes-
tic subsidiary employer pays the tax
imposed by section 3111 (relating to tax
on employers under the Federal Insur-
ance Contributions Act) with respect
to such employee or is required under
the laws of a foreign jurisdiction to pay
social insurance taxes or to make simi-
lar payments with respect to the wages
paid to the employee.

(3) Definitions—(i) Domestic subsidiary.
For purposes of this section, a corpora-
tion shall be treated as a domestic sub-
sidiary for any taxable year only if
each of the following requirements is
satisfied:

(A) It is a domestic corporation 80
percent or more of the outstanding vot-
ing stock of which is owned by another
domestic corporation;

(B) 95 percent of more of its gross in-
come for the three-year period imme-
diately preceding the close of its tax-
able year which ends on or before the
close of the taxable year of such other
domestic corporation (or for such part
of such period during which it was in
existence) was derived from sources
without the United States, determined
pursuant to sections 861 through 864
and the regulations thereunder; and

(C) 90 percent or more of its gross in-
come for such period (or such part) was
derived from the active conduct of a
trade or business.

If for the period (or part thereof) re-
ferred to in (B) and (C) of this subdivi-
sion such corporation has no gross in-
come, the provisions of (B) and (C)
shall be treated as satisfied if it is rea-
sonable to anticipate that, with respect
to the first taxable year thereafter for
which such corporation has gross in-
come, such provisions will be satisfied.

(ii) Domestic parent corporation. The
domestic parent corporation of any do-
mestic subsidiary is the domestic cor-
poration which owns 80 percent or
more of the outstanding voting stock
of such domestic subsidiary.

(c) Special rules—(1) Nondiscrimination
requirements. For purposes of applying
sections 401(a)(4) and 410(b)(1)(B) (sec-
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tion 401(a)(3)(B), as in effect on
Septemeber 1, 1974, for plan years to
which section 410 does not apply) and
the regulation thereunder (relating to
nondiscrimination concerning benefits
and contributions and coverage of em-
ployees) with respect to an employee of
the domestic subsidiary who is treated
as an employee of the domestic parent
corporation under paragraph (a)(l) of
this section—

(i) If the employee is an officer,
shareholder, or (with respect to plan
years to which section 410 does not
apply) a person whose principal duties
consist in supervising the work of
other employees of the domestic sub-
sidiary of the domestic parent corpora-
tion, he shall be treated as having such
capacity with respect to the domestic
parent corporation; and

(ii) The determination as to whether
the employee is a highly compensated
employee shall be made by comparing
his total compensation determined
under subparagraph (2) of this para-
graph with the compensation of all the
employees of the domestic parent cor-
poration (including individuals treated
as employees of the domestic parent
corporation pursuant to section 407 and
this section).

(2) Determination of compensation. For
purposes of applying section 401(a) (5)
and the regulations thereunder, relat-
ing to classifications that will not be
considered discriminatory, with re-
spect to an employee of the domestic
subsidiary who is treated as an em-
ployee of the domestic parent corpora-
tion under paragraph (a)(1l) of this sec-
tion—

(i) The total compensation of the em-
ployee shall be the remuneration of the
employee from the domestic subsidiary
(including any allowances that are paid
to the employee because of his employ-
ment in a foreign country) which would
constitute his total compensation if his
services had been performed for such
domestic parent corporation; and

(ii) The basic or regular rate of com-
pensation of the employee shall be de-
termined for the employee in the same
manner as it is determined under sec-
tion 401 for other employees of the do-
mestic parent corporation.

(d) Termination of status as deemed em-
ployee mot to be treated as separation
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from service for purposes of captial gain
provisions and limitation of tax. For pur-
poses of applying the rules, relating to
treatment of certain distributions
which are made after an employee’s
separation from service, set forth in
section 72(n) as in effect on September
1, 1974 (with respect to taxable years
ending after December 31, 1969, and to
which section 402(e) does not apply),
and in sections 402 (a)(2) and (e) and
403(a)(2) (with respect to distributions
or payments made after December 31,
1973, and in taxable years beginning
after December 31, 1973) with respect to
an employee of a domestic subsidiary
who is treated as an employee of a do-
mestic parent corporation under para-
graph (a)(1) of this section, the em-
ployee shall not be considered as sepa-
rated from the service of the domestic
parent corporation solely by reason of
the occurrence of any one or more of
the following events:

(1) The fact that the corporation of
which such individual is an employee
ceases, for any taxable year, to be a do-
mestic subsidiary within the mean of
paragraph (b)(3)(i) of this section;

(2) The employee’ ceasing to be an
employee of the domestic subsidiary of
such domestic parent corporation, if he
becomes an employee of another cor-
poration controlled by such domestic
parent corporation; or

(3) The termination of the provision
of the plan described in paragraph
(b)(1)(A) of this section, requiring cov-
erage of the United States citizens who
are employees of domestic subsidiaries
of the domestic parent corporation.

For purposes of subparagraph (2) of this
paragraph, a corporation is considered
to be controlled by a domestic parent
corporation if the domestic parent cor-
poration owns directly or indirectly
more than 50 percent of the voting
stock of the corporation.

(e) Deductibility of contributions—(1) In
general. For purposes of applying sec-
tions 404 and 405(c) with respect to the
deduction for contributions made to or
under a pension, profit-sharing, or
stock bonus plan described in section
401(a), and annuity plan described in
section 403(a), or a bond purchase plan
described in section 405(a), by a domes-
tic parent corporation, or by another
corporation which is entitled to deduct
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its contributions under section
404(a)(3)(B), on behalf of an employee of
a domestic subsidiary treated as an
employee of the domestic parent cor-
poration under paragraph (a)(1) of this
section—

(i) Except as provided in subdivision
(ii) of this subparagraph, no deduction
shall be allowed to the domestic parent
corporation which would otherwise be
entitled to deduct its contributions on
behalf of such employee under one of
such sections;

(ii) There shall be allowed as a deduc-
tion to the domestic subsidiary of
which such individual is an employee
an amount equal to the amount which
(but for subdivision (i) of this subpara-
graph) would be deductible under sec-
tion 404 or section 405(c) by the domes-
tic parent corporation if the individual
were an employee of the domestic par-
ent corporation and if his compensa-
tion were paid by the domestic cor-
poration; and

(iii) Any reference to compensation
shall be considered to be a reference to
the total compensation of such indi-
vidual determined by applying para-
graph (c)(2) of this section).

(2) Year of deduction. Any amount de-
ductible by the domestic subsidiary
under section 407(d) and this paragraph
shall be deductible for its taxable year
with or within which ends the taxable
year of the domestic parent corpora-
tion for which the contribution was
made.

(3) Special rules. Whether contribu-
tions to a plan on behalf of an em-
ployee of the domestic subsidiary who
is treated as an employee of the domes-
tic parent corporation under paragraph
(a)(1) of this section, or whether for-
feitures with regard to such employee,
will require an inclusion in the income
of the domestic parent corporation or
an adjustment in the basis of its stock
in the domestic subsidiary, shall be de-
termined in accordance with the rules
of general application of subtitle A of
chapter 1 of the Code (relating to in-
come taxes). For an example, and unre-
imbursed contribution by the domestic
parent corporation to a plan which
meets the requirements of section
401(a) will be treated, to the extent
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each employee’s rights to the contribu-
tion are nonforfeitable, as a contribu-
tion of capital to the domestic sub-
sidiary to the extent that such con-
tributions are made on behalf of the
employees of such subsidiary.

(f) Treatment as an employee of the do-
mestic parent corporation under related
provisions. An individual who is treated
as an employee of a domestic parent
corporation under paragraph (a)(l) of
this section shall also be treated as an
employee of such domestic corpora-
tion, with respect to the plan having
the provision described in paragraph
(b)(1)(A) of this section, for purposes of
applying section 72(d) (relating to spe-
cial rules for computing employees’
contributions), section 72(f) (relating
to special rules for computing employ-
ees’ contributions), section 101(b) (re-
lating to employees’ section 101(b) (re-
lating to employees’ death benefits),
section 2039 (relating to annuities), and
section 2517 (relating to certain annu-
ities under qualified plans) and the reg-
ulations thereunder.

(g) Nonexempt trust. If the plan of the
domestic parent corporation is a quali-
fied plan described under section 401(a),
the fact that a trust which forms a part
of such plan is not exempt from tax
under section 501(a) shall not affect the
treatment of an employee of a domes-
tic subsidiary as an employee of a do-
mestic parent corporation under sec-
tion 407(a) and paragraph (a)(1) of this
section.

(Sec. 411 Internal Revenue Code of 1954 (88
Stat. 901; 26 U.S.C. 411))

[T.D. 7501, 42 FR 42323, Aug. 23, 1977]

§1.408-1 General rules.

(a) In general. Section 408 prescribes
rules relating to individual retirement
accounts and individual retirement an-
nuities. In addition to the rules set
forth in §§1.408-2 and 1.408-3, relating
respectively to individual retirement
accounts and individual retirement an-
nuities, the rules set forth in this sec-
tion shall also apply.

(b) Exemption from tax. The individual
retirement account or individual re-
tirement annuity is exempt from all
taxes under subtitle A of the Code
other than the taxes imposed under
section 511, relating to tax on unre-
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lated business income of charitable,
etc., organizations.

(c) Sanctions—(1) Excess contributions.
If an individual retirement account or
individual retirement annuity accepts
and retains excess contributions, the
individual on whose behalf the account
is established or who is the owner of
the annuity will be subject to the ex-
cise tax imposed by section 4973.

(2) Prohibited transactions by owner or
beneficiary of individual retirement
account—(i) Under section 408(e)(2), if,
during any taxable year of the indi-
vidual for whose benefit any individual
retirement account is established, that
individual or the individual’s bene-
ficiary engages in any transaction pro-
hibited by section 4975 with respect to
such account, such account ceases to
be an individual retirement account as
of the first day of such taxable year. In
any case in which any individual re-
tirement account ceases to be an indi-
vidual retirement account by reason of
the preceding sentence as of the first
day of any taxable year, section
408(d)(1) applies as if there were a dis-
tribution on such first day in an
amount equal to the fair market value
(on such first day) of all assets in the
account (on such first day). The pre-
ceding sentence applies even though
part of the fair market value of the in-
dividual retirement account as of the
first day of the taxable year is attrib-
utable to excess contributions which
may be returned tax-free under section
408(d)(4) or 408(d)(5).

(ii) If the trust with which the indi-
vidual engages in any transaction de-
scribed in subdivision (i) of this sub-
paragraph is established by an em-
ployer or employee association under
section 408(c), only the employee who
engages in the prohibited transaction
is subject to disqualification of his sep-
arate account.

(3) Prohibited transaction by person
other than owner or beneficiary of ac-
count. If any person other than the in-
dividual on whose behalf an individual
retirement account is established or
the individual’s beneficiary engages in
any transaction prohibited by section
4975 with respect to such account, such
person shall be subject to the taxes im-
posed by section 4975.
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(4) Pledging account as security. Under
section 408(e)(4), if, during any taxable
year of the individual for whose benefit
an individual retirement account is es-
tablished, that individual uses the ac-
count or any portion thereof as secu-
rity for a loan, the portion so used is
treated as distributed to that indi-
vidual.

(5) Borrowing on annuity contract.
Under section 408(e)(3), if during any
taxable year the owner of an individual
retirement annuity borrows any money
under or by use of such contract, the
contract ceases to be an individual re-
tirement annuity as of the first day of
such taxable year. See §1.408-3(c).

(6) Premature distributions. If a dis-
tribution (whether a deemed distribu-
tion or an actual distribution) is made
from an individual retirement account,
or individual retirement annuity, to
the individual for whose benefit the ac-
count was established, or who is the
owner of the annuity, before the indi-
vidual attains age 59% (unless the indi-
vidual has become disabled within the
meaning of section 72(m)(7)), the tax
under Chapter 1 of the Code for the tax-
able year in which such distribution is
received is increased under section
408(f)(1) or (£)(2). The increase equals 10
percent of the amount of the distribu-
tion which is includible in gross in-
come for the taxable year. Except in
the case of the credits allowable under
section 31, 39, or 42, no credit can be
used to offset the increased tax de-
scribed in this subparagraph. See, how-
ever, §1.408-4(c)(3).

(d) Limitation on contributions and
benefits. An individual retirement ac-
count or individual retirement annuity
is subject to the limitation on con-
tributions and benefits imposed by sec-
tion 415 for years beginning after De-
cember 31, 1975.

(e) Community property laws. Section
408 shall be applied without regard to
any community property laws.

[T.D. 7714, 45 FR 52790, Aug. 8, 1980]

§1.408-2 Individual
counts.

(a) In general. An individual retire-
ment account must be a trust or a cus-
todial account (see paragraph (d) of
this section). It must satisfy the re-
quirements of paragraph (b) of this sec-

retirement ac-
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tion in order to qualify as an individual
retirement account. It may be estab-
lished and maintained by an individual,
by an employer for the benefit of his
employees (see paragraph (c) of this
section), or by an employee association
for the benefit of its members (see
paragraph (c) of this section).

(b) Requirements. An individual retire-
ment account must be a trust created
or organized in the United States (as
defined in section 7701(a)(9)) for the ex-
clusive benefit of an individual or his
beneficiaries. Such trust must be main-
tained at all times as a domestic trust
in the United States. The instrument
creating the trust must be in writing
and the following requirements must
be satisfied.

(1) Amount of acceptable contributions.
Except in the case of a contribution to
a simplified employee pension de-
scribed in section 408(k) and a rollover
contribution described in section
408(d)(3), 402(a)(b), 402(a)(7), 403(a)(4),
403(b)(8) or 409(b)(3)(C), the trust in-
strument must provide that contribu-
tions may not be accepted by the trust-
ee for the taxable year in excess of
$1,500 on behalf of any individual for
whom the trust is maintained. An indi-
vidual retirement account maintained
as a simplified employee pension may
provide for the receipt of up to $7,500
for a calendar year.

(2) Trustee. (i) The trustee must be a
bank (as defined in section 408(n) and
the regulations thereunder) or another
person who demonstrates, in the man-
ner described in paragraph (e) of this
section, to the satisfaction of the Com-
missioner, that the manner in which
the trust will be administered will be
consistent with the requirements of
section 408 and this section.

(ii) Section 11.408(a)(2)-1 of the Tem-
porary Income Tax Regulations under
the Employee Retirement Income Se-
curity Act of 1974 is superseded by this
subparagraph (2).

(3) Life insurance contracts. No part of
the trust funds may be invested in life
insurance contracts. An individual re-
tirement account may invest in annu-
ity contracts which provide, in the case
of death prior to the time distributions
commence, for a payment equal to the
sum of the premiums paid or, if great-
er, the cash value of the contract.
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(4) Nonforfeitability. The interest of
any individual on whose behalf the
trust is maintained in the balance of
his account must be nonforfeitable.

(5) Prohibition against commingling. (i)
The assets of the trust must not be
commingled with other property ex-
cept in a common trust fund or com-
mon investment fund.

(ii) For purposes of this subpara-
graph, the term ‘‘common investment
fund” means a group trust created for
the purpose of providing a satisfactory
diversification or investments or a re-
duction of administrative expenses for
the individual participating trusts, and
which group trust satisfies the require-
ments of section 408(c) (except that it
need not be established by an employer
or an association of employees) and the
requirements of section 401(a) in the
case of a group trust in which one of
the individual participating trusts is
an employees’ trust described in sec-
tion 401(a) which is exempt from tax
under section 501(a).

(iii) For purposes of this subpara-
graph, the term ‘‘individual partici-
pating trust” means an employees’
trust described in section 401(a) which
is exempt from tax under section 501(a)
or a trust which satisfies the require-
ments of section 408(a) provided that in
the case of such an employees’ trust,
such trust would be permitted to par-
ticipate in such a group trust if all the
other individual participating trusts
were employees’ trusts described in
section 401(a) which are exempt from
tax under section 501(a).

(6) Distribution of interest. (i) The
trust instrument must provide that the
entire interest of the individual for
whose benefit the trust is maintained
must be distributed to him in accord-
ance with paragraph (b)(6)(ii) or (iii) of
this section.

(ii) Unless the provisions of para-
graph (b)(6)(iii) of this section apply,
the entire interest of the individual
must be actually distributed to him
not later than the close of his taxable
year in which he attains age 70%%.

(iii) In lieu of distributing the indi-
vidual’s entire interest as provided in
paragraph (b)(6)(ii) of this section, the
interest may be distributed com-
mencing not later than the taxable
year described in such paragraph
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(b)(6)(ii). In such case, the trust must
expressly provide that the entire inter-
est of the individual will be distributed
to the individual and the individual’s
beneficiaries, in a manner which satis-
fies the requirements of paragraph
(b)(6)(V) of this section, over any of the
following periods (or any combination
thereof)—

(A) The life of the individual,

(B) The lives of the individual and
spouse,

(C) A period certain not extending be-
yond the life expectancy of the indi-
vidual, or

(D) A period certain not extending
beyond the joint life and last survivor
expectancy of the individual and
spouse.

(iv) The life expectancy of the indi-
vidual or the joint life and last sur-
vivor expectancy of the individual and
spouse cannot exceed the period com-
puted by use of the expected return
multiples in §1.72-9, or, in the case of
payments under a contract issued by
an insurance company, the period com-
puted by use of the mortality tables of
such company.

(v) If an individual’s entire interest is
to be distributed over a period de-
scribed in paragraph (b)(6)(iii) of this
section, beginning in the year the indi-
vidual attains 70% the amount to be
distributed each year must be not less
than the lesser of the balance of the in-
dividual’s entire interest or an amount
equal to the quotient obtained by di-
viding the entire interest of the indi-
vidual in the trust at the beginning of
such year (including amounts not in
the individual retirement account at
the beginning of the year because they
have been withdrawn for the purpose of
making a rollover contribution to an-
other individual retirement plan) by
the life expectancy of the individual
(or the joint life and last survivor ex-
pectancy of the individual and spouse
(whichever is applicable)), determined
in either case as of the date the indi-
vidual attains age 70 in accordance
with paragraph (b)(6)(iv) of this sec-
tion, reduced by one for each taxable
year commencing after the individual’s
attainment of age 70%. An annuity or
endowment contract issued by an in-
surance company which provides for
non-increasing payments over one of
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the periods described in paragraph
(b)(6)(iii) of this section beginning not
later than the close of the taxable year
in which the individual attains age 70%
satisfies this provision. However, no
distribution need be made in any year,
or a lesser amount may be distributed,
if beginning with the year the indi-
vidual attains age 70% the aggregate
amounts distributed by the end of any
year are at least equal to the aggregate
of the minimum amounts required by
this subdivision to have been distrib-
uted by the end of such year.

(vi) If an individual’s entire interest
is distributed in the form of an annuity
contract, then the requirements of sec-
tion 408(a)(6) are satisfied if the dis-
tribution of such contract takes place
before the close of the taxable year de-
scribed in subdivision (ii) of this sub-
paragraph, and if the individual’s inter-
est will be paid over a period described
in subdivision (iii) of this subparagraph
and at a rate which satisfies the re-
quirements of subdivision (v) of this
subparagraph.

(vii) In determining whether para-
graph (b)(6)(v) of this section is satis-
fied, all individual retirement plans
maintained for an individual’s benefit
(except those under which he is a bene-
ficiary described in section 408(a)(7)) at
the close of the taxable year in which
he reaches age 70%2 must be aggregated.
Thus, the total payments which such
individual receives in any taxable year
must be at least equal to the amount
he would have been required to receive
had all the plans been one plan at the
close of the taxable year in which he
attained age 70%.

(7) Distribution upon death. (i) The
trust instrument must provide that if
the individual for whose benefit the
trust is maintained dies before the en-
tire interest in the trust has been dis-
tributed to him, or if distribution has
been commenced as provided in para-
graph (b)(6) of this section to the sur-
viving spouse and such spouse dies be-
fore the entire interest has been dis-
tributed to such spouse, the entire in-
terest (or the remaining part of such
interest if distribution thereof has
commenced) must, within 5 years after
the individual’s death (or the death of
the surviving spouse) be distributed or
applied to the purchase of an imme-
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diate annuity for this beneficiary or
beneficiaries (or the beneficiary or
beneficiaries of the surviving spouse)
which will be payable for the life of
such beneficiary or beneficiaries (or for
a term certain not extending beyond
the life expectancy of such beneficiary
or beneficiaries) and which annuity
contract will be immediately distrib-
uted to such beneficiary or bene-
ficiaries. A contract described in the
preceding sentence is not includible in
gross income upon distribution. Sec-
tion 1.408-4(e) provides rules applicable
to the taxation of such contracts. The
first sentence of this paragraph (b)(7)
shall have no application if distribu-
tions over a term certain commenced
before the death of the individual for
whose benefit the trust was maintained
and the term certain is for a period
permitted under paragraph (b)(6)(iii)
(C) or (D) of this section.

(ii) Each such beneficiary (or bene-
ficiary of a surviving spouse) may elect
to treat the entire interest in the trust
(or the remaining part of such interest
if distribution thereof has commenced)
as an account subject to the distribu-
tion requirements of section 408(a)(6)
and paragraph (b)(6) of this section in-
stead of those of section 408(a)(7) and
paragraph (b)(7) of this section. Such
an election will be deemed to have been
made if such beneficiary treats the ac-
count in accordance with the require-
ments of section 408(a)(6) and para-
graph (b)(6) of this section. An election
will be considered to have been made
by such beneficiary if either of the fol-
lowing occurs: (A) any amounts in the
account (including any amounts that
have been rolled over, in accordance
with the requirements of section
408(d)(3)(A)(1), into an individual retire-
ment account, individual retirement
annuity, or retirement bond for the
benefit of such individual) have not
been distributed within the appropriate
time ©period required by section
408(a)(7) and paragraph (b)(7) of this
section; or (B) any additional amounts
are contributed to the account (or to
the account, annuity, or bond to which
the Dbeneficiary has rolled such
amounts over, as described in (1) above)
which are subject, or deemed to be sub-
ject, to the distribution requirements
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of section 408(a)(6) and paragraph (b)(6)
of this section.

(8) Definition of beneficiaries. The term
“beneficiaries” on whose behalf an in-
dividual retirement account is estab-
lished includes (except where the con-
text indicates otherwise) the estate of
the individual, dependents of the indi-
vidual, and any person designated by
the individual to share in the benefits
of the account after the death of the
individual.

(c) Accounts established by employers
and certain association of employees—(1)
In general. A trust created or organized
in the United States (as defined in sec-
tion 7701(a)(9)) by an employer for the
exclusive benefit of his employees or
their beneficiaries, or by an association
of employees for the exclusive benefit
of its members or their beneficiaries, is
treated as an individual retirement ac-
count if the requirements of para-
graphs (c)(2) and (c)(3) of this section
are satisfied under the written gov-
erning instrument creating the trust.
A trust described in the preceding sen-
tence is for the exclusive benefit of em-
ployees or members even though it
may maintain an account for former
employees or members and employees
who are temporarily on leave.

(2) General requirements. The trust
must satisfy the requirements of para-
graphs (b) (1) through (7) of this sec-
tion.

(3) Special requirement. There must be
a separate accounting for the interest
of each employee or member.

(4) Definitions—(1) Separate account-
ing. For purposes of paragraph (c)(3) of
this section, the term ‘‘separate ac-
counting’” means that separate records
must be maintained with respect to the
interest of each individual for whose
benefit the trust is maintained. The as-
sets of the trust may be held in a com-
mon trust fund, common investment
fund, or common fund for the account
of all individuals who have an interest
in the trust.

(i1) Employee association. For purposes
of this paragraph and section 408(c),
the term ‘‘employee association”
means any organization composed of
two or more employees, including but
not limited to, an employee associa-
tion described in section 501(c)(4). Such
association may include employees
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within the meaning of section 401(c)(1).
There must be, however, some nexus
between the employees (e.g., employees
of same employer, employees in the
same industry, etc.) in order to qualify
as an employee association described
in this subdivision (ii).

(d) Custodial accounts. For purposes of
this section and section 408(a), a custo-
dial account is treated as a trust de-
scribed in section 408(a) if such account
satisfies the requirements of section
408(a) except that it is not a trust and
if the assets of such account are held
by a bank (as defined in section
401(d)(1) and the regulations there-
under) or such other person who satis-
fies the requirements of paragraph
(b)(2)(ii) of this section. For purposes of
this chapter, in the case of a custodial
account treated as a trust by reason of
the preceding sentence, the custodian
of such account will be treated as the
trustee thereof.

(e)(1) In general. The trustee of a
trust described in paragraph (b) of this
section may be a person other than a
bank if the person demonstrates to the
satisfaction of the Commissioner that
the manner in which the person will
administer trusts will be consistent
with the requirements of section 408.
The person must demonstrate by writ-
ten application that the requirements
of paragraph (e)(2) to (e)(6) of this sec-
tion will be met. The written applica-
tion must be sent to address prescribed
by the Commissioner in revenue rul-
ings, notices, and other guidance pub-
lished in the Internal Revenue Bulletin
(see §601.601(d)(2)(i1)(b) of this chapter).
For procedural and administrative
rules, see paragraph (e)(7) of this sec-
tion.

(2) Fiduciary ability. The applicant
must demonstrate in detail its ability
to act within the accepted rules of fidu-
ciary conduct. Such demonstration
must include the following elements of
proof:

(1) Continuity. (A) The applicant must
assure the uninterrupted performance
of its fiduciary duties nonwithstanding
the death or change of its owners.
Thus, for example, there must be suffi-
cient diversity in the ownership of the
applicant to ensure that the death or
change of its owners will not interrupt
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the conduct of its business. Therefore,
the applicant cannot be an individual.

(B) Sufficient diversity in the owner-
ship of an incorporated applicant is
demonstrated in the following cir-
cumstances:

(I) Individuals each of whom owns
more than 20 percent of the voting
stock in the applicant own, in the ag-
gregate, no more than 50 percent of
such stock;

(2) The applicant has issued securi-
ties registered under section 12 (b) of
the Securities Exchange Act of 1934 (15
U.S.C. 781 (b)) or required to be reg-
istered under section 12(g) (1) of that
Act (15 U.S.C. 781 (g)(1)); or

(3) The applicant has a parent cor-
poration within the meaning of section
1563 (a) (1) that has issued securities
registered under section 12 (b) of the
Securities Exchange Act of 1934 (15
U.S.C. 781 (b)) or required to be reg-
istered under Section 12 (g) (1) of that
Act (156 U.S.C. 781 (g)(1)).

(C) Sufficient diversity in the owner-
ship of an applicant that is a partner-
ship means that—

(I) Individuals each of whom owns
more than 20 percent of the profits in-
terest in the partnership own, in the
aggregate, no more than 50 percent of
such profits interest, and

(2) Individuals each of whom owns
more than 20 percent of the capital in-
terest in the partnership own, in the
aggregate, no more than 50 percent of
such capital interest.

(D) For purposes of this subdivision,
the ownership of stock and of capital
and profits interests shall be deter-
mined in accordance with the rules for
constructive ownership of stock pro-
vided in section 1563 (e) and (f) (2). For
this purpose, the rules for constructive
ownership of stock provided in section
15663(e) and (f) (2) shall apply to a cap-
ital or profits interest in a partnership
as if it were a stock interest.

(i1) Established location. The applicant
must have an established place of busi-
ness in the United States where it is
accessible during every business day.

(iii) Fiduciary experience. The appli-
cant must have fiduciary experience or
expertise sufficient to ensure that it
will be able to perform its fiduciary du-
ties. Evidence of fiduciary experience
must include proof that a significant
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part of the business of the applicant
consists of exercising fiduciary powers
similar to those it will exercise if its
application is approved. Evidence of fi-
duciary expertise must include proof
that the applicant employs personnel
experienced in the administration of fi-
duciary powers similar to those the ap-
plicant will exercise if its application
is approved.

(iv) Fiduciary responsibility. The appli-
cant must assure compliance with the
rules of fiduciary conduct set out in
paragraph (e)(5) of this section.

(v) Financial responsibility. The appli-
cant must exhibit a high degree of sol-
vency commensurate with the obliga-
tions imposed by this paragraph.
Among the factors to be taken into ac-
count are the applicant’s net worth, its
liquidity, and its ability to pay its
debts as they come due.

(3) Capacity to account. The applicant
must demonstrate in detail its experi-
ence and competence with respect to
accounting for the interests of a large
number of individuals (including calcu-
lating and allocating income earned
and paying out distributions to pay-
ees). Examples of accounting for the
interests of a large number of individ-
uals include accounting for the inter-
ests of a large number of shareholders
in a regulated investment company and
accounting for the interests of a large
number of variable annuity contract
holders.

(4) Fitness to handle funds—(@i) In gen-
eral. The applicant must demonstrate
in detail its experience and competence
with respect to other activities nor-
mally associated with the handling of
retirement funds.

(ii) Erxamples. Examples of activities
normally associated with the handling
of retirement funds include:

(A) To Receive, issue receipts for, and
safely keep securities;

(B) To collect income;

(C) To execute such ownership cer-
tificates, to keep such records, make
such returns, and render such state-
ments as are required for Federal tax
purposes;

(D) To give proper notification re-
garding all collections;

(BE) To collect matured or called prin-
cipal and properly report all such col-
lections;
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(F) To exchange temporary for defin-
itive securities;

(G) To give proper notification of
calls, subscription rights, defaults in
principal or interest, and the formation
of protective committees;

(H) To buy, sell, receive, or deliver
securities on specific directions.

(5) Rules of fiduciary conduct. The ap-
plicant must demonstrate that under
applicable regulatory requirements,
corporate or other governing instru-
ments, or its established operating pro-
cedures:

(1) Administration of fiduciary powers.
(A)(I) The owners or directors of the
applicant will be responsible for the
proper exercise of fiduciary powers by
the applicant. Thus, all matters perti-
nent thereto, including the determina-
tion of policies, the investment and
disposition of property held in a fidu-
ciary capacity, and the direction and
review of the actions of all employees
utilized by the applicant in the exer-
cise of its fiduciary powers, will be the
responsibility of the owners or direc-
tors. In discharging this responsibility,
the owners or directors may assign to
designated employees, by action duly
recorded, the administration of such of
the applicant’s fiduciary powers as
may be proper to assign.

(2) A written record will be made of
the acceptance and of the relinquish-
ment or closing out of all fiduciary ac-
counts, and of the assets held for each
account.

(3) If the applicant has the authority
or the responsibility to render any in-
vestment advice with regard to the as-
sets held in or for each fiduciary ac-
count, the advisability of retaining or
disposing of the assets will be deter-
mined at least once during each period
of 12 months.

(B) All employees taking part in the
performance of the applicant’s fidu-
ciary duties will be adequately bonded.
Nothing in this subdivision (i)(B) shall
require any person to be bonded in con-
travention of section 412(d) of the Em-
ployee Retirement Income Security
Act of 1974 (29 U.S.C. 1112(d)).

(C) The applicant will employ or re-
tain legal counsel who will be readily
available to pass upon fiduciary mat-
ters and to advise the applicant.
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(D) In order to segregate the perform-
ance of its fiduciary duties from other
business activities, the applicant will
maintain a separate trust division
under the immediate supervision of an
individual designated for that purpose.
The trust division may utilize the per-
sonnel and facilities of other divisions
of the applicant, and other divisions of
the applicant may utilize the personnel
and facilities of the trust division, as
long as the separate identity of the
trust division is preserved.

(ii) Adequacy of net worth—(A) Initial
net worth requirement. In the case of ap-
plications received after January 5,
1995, no initial application will be ac-
cepted by the Commissioner unless the
applicant has a net worth of not less
than $250,000 (determined as of the end
of the most recent taxable year).
Thereafter, the applicant must satisfy
the adequacy of net worth require-
ments of paragraph (e)(5)(ii)(B) and (C)
of this section.

(B) No fiduciary account will be ac-
cepted by the applicant unless the ap-
plicant’s net worth (determined as of
the end of the most recent taxable
year) exceeds the greater of—

(1) $100,000, or

(2) Four percent (or, in the case of a
passive trustee described in paragraph
(e)(6)(i1)(A) of this section, two percent)
of the value of all of the assets held by
the applicant in fiduciary accounts (de-
termined as of the most recent valu-
ation date).

(C) The applicant will take whatever
lawful steps are necessary (including
the relinquishment of fiduciary ac-
counts) to ensure that its net worth
(determined as of the close of each tax-
able year) exceeds the greater of—

(1) $50,000, or

(2) Two percent (or, in the case of a
passive trustee described in paragraph
(e)(6)(1)(A) of this section, one percent)
of the value of all of the assets held by
the applicant in fiduciary accounts (de-
termined as of the most recent valu-
ation date).

(D) Assets held by members of SIPC—(1)
For purposes of satisfying the ade-
quacy-of-net-worth requirement of this
paragraph, a special rule is provided for
nonbank trustees that are members of
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